#72 ' 11/24/76
Memorandum 76-109

Subject: Study 72 - Liquidated Damages

Background _
Assembly Bill 3169 (liquidated damages) passed the Legislature at

the 1976 session but was vetoed by the Governor. This memcrandum pre-
gsents background information necessary to enable the Commission to
decide what changes, 1f any, should be made in AB 3169 in submitting a
new bill to the 1977 Legislature. A copy of AB 3169 in the form in
which it passed the Legislature {together with the official Comments
from the Commission recommendation or Senate Committee report) is at-
tached (white pages). Also attached is a copy of the printed recommen-
dation that led to AB 3169. Also attached (green} is the Senate Commit-
tee Analysis of AB 3169 as it passed the Legislature.

The problem seétions are Sections 1675 and 1676 on pages 4-6 of the
attached bill. The staff hopes that the Commission will give some
thought to how these sections might be modified in light of the Gover-

nor's veto.

State Bar

The Board of Governors of the State Bar of California at its August
1976 meeting approved the recommendations of the Committee on Admini-
stration of Justice,‘and recommendation of the Board Committee on Legis~
lation thereon, that the Commission's proposed legislation be approved
and directed that the rébort of the committee be forwarded to the Com-
migsion. The report of the committee is attached as Exhibit & [so
designated by the State Bar]. It is to be moted that this report ap-
proves the prop&sed legislation at a time when a two-percent~of-purchase-
price standard was used to determine which party had the burden of
proving reasonableness in a residentizl real estate sales contract.
This was subsequently raised by an Assembly Committee amendment to three
percent. See Sectlon 1675(e) in attached copy of bill.

On the issue that gave rise to the Governor's veto--the provisions
relating to real property sales contracte--the State Bar Committee anal-

yais set out in Exhibit A contains several misstatements. First, in the
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cage of a resldential sale, the damages are not limited to two percent
as stated in the Committee report; two percent was the point at which
the burden shifted from the buyer to the seller to prove the reasonable-
ness of the liquidated damages under all the circumstances existing at
the time the contract was made. BSee Section 1675(c) in attached copy of
bill. Second, in the case of other types of real property sales con-
tracts, the liquidated damages are not limited toc all or part of the
payment actually made as stated in the Committee report; the liquidated
damagee can be merely promised and not actually pald or deposited and

8tlll be enforced 1f reasonable.

Governor's Veto

The Governor vetoed the bill on the ground that it was unreasonable
for the seller to retailn the earnest money deposit in times like these
when the value of real property is rising so rapidly. We have made a
number of calls to Bob Williams in the Governor's office to determine if
the objections the Governor had were more preclse than as stated above.
However, Mr. Williams is very busy and, although he has promised to
check the matter out and call, he had not been able to do so by the time
this memorandum was written. Perhaps we will have more to report at the

meeting.

Some Possible Alternatives

It should be remembered that the proposed legislation passed the
Legislature in 19786, 1In addition; we now have the support of the Cali-
fornia State Bar, at least at a two-percent—df-purchase—price level with
respect to the controversial provision. It is true, however, that there
is some lack of understanding on the part of the State Bar as to what
the proposal actually does. In view of this situation, one course of
action would be to submit a new bill in the form in whlch 1t passed the
1976 Legislature with the three percent reduced to two percent.

The major problem'with Sections 1675 and 1676 1s that they do not
permit a defaultiné'buyer to introduce evidence of the fact that the
property was thereafter sold within a short time at a substantially
higher price than offered by the defaulting buyer. Under the bill, the

reasonableness of the amount as liquidated daméges is determined "under



the clrcumstances existing at the time the contract was made."” As the
Comment to Section 1671 polnts out (bottom of page 2 and top of page 3
of bill), "the amount of damages actually suffered has no bearing on the
validity of the liquidated damages provisiom." Consideration mlght be
given to permitting the reasonableness of the liquidated damages provi-
sion to be determined (at least in the case of residential property) by
considering also the amount of damages actually suffered. The staff
does not believe that this would necessarily lead to a lot of litiga-
tion. If the amount of damages are within the two-percent-of-purchase-
price standard, the burden of showing unveasonableness would be on the
defaulting buyer, the seller would have the deposit which constitutes
the liquidated damages in his hands, and the defaulting buyer would be
in the position of having to bring a legal action to recover the de-
posit. Whether consideration of the damages actually suffered would be
appropriate for consideration in the case of nonresidential real prop-
erty sales 1s a different question the Commission also should consider.
Consideration might be given to requiring the seller to establish
the reasonableness of the liquidated damages in every case. This is
basically existing law. As previously indicated, we doubt that many
actions would be brought to recover deposits by defaulting buyers of
residential property. (The experience under existing law would be rele-

vant here.)

Conclusion

In conclusion, the staff believes that this proposal has had a lot
of work and has a lot of support both from crgenlzations such as the
State Bar and California Associaticn of Realtors and from individual
lawyers who wrote us indicating their support. UInfortunately, it was
vetoed by the Governor. The Conmission should not abandon this subjiect.
The question is wha: revisions, if any, should be made in AB 3169 teo
provide some assurance that the 1977 bill will be approved by the

Governor.

Respectfully submitted,

John H. DeMoully
Executive Secretary
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LAW_EEVISION COMMISSION PROPOSALS

(1) €C 1667-1681 - Ligquldated Damages

Reference: CAJ Annual Report, 1975; A.B. 3169

Present law provides that liquidated damages for breach of a con-
tract can only be recovered where actual damages would be impracti-
cal or extremely difficule to fix (CC 1670, 1671) and where such
damages reflect a reasonable endeavor to estimate actual damages.
The Law Revision Commission believes that a liquidated damages pro-
vision may serve several useful functions and should be encouraged
where the contracting parties have relatively equal bargaining
power. Among the benefits it sees are (1) avolding the problems

of proving damages in court, (2) avolding the problems of proving
causation and foreseeability, (3) avolding the inequities of the
normal rules of damages, (4) reducing litigation as to the amount
of damages recoverable on breach, (5) avoiding situations where
damages cannot be proved under normal damage rules, (6) permitting
a party to limit his llability for his own breach, and (7) will
result in fewer breaches of contracts. The Commission recognizes
there are risks and to take care of those situation recommends

that present rules apply and additional protections be provided

in cases where parties have substantially unequal bargaining power,
especially in transactions involving the sale or lease of personal
property or services to consumers and the sale or lease of resi-
dential housing. An earlier proposal in this area was disapproved
by your Board on the general ground that 1t did not offer sufficient
protection to the "little" people (sez CAJ Annual Report, 1975).
The present proposal attempts to meet that objection by specifically
exempting contracts for consumer goods and services and residential
leases and adding protection for residential sales contracts. It
has been introduced in the legislature as A.B. 3169. Copies of the
i1l are not included but will be available at your meeting.

The protection afforded residential sales contracts (dwelling of
not more than four residential units, one of which the buyer Intends
to occupy) consists of (1) requiring the provision for liquidated
damages be in 10 point type or red print and separately signed or
initialed, and (2) limiting the damages to all or part of the down
payment or deposit not to exceed 2% of the purchase price. As to
other types of real property sales contracts, the proposal provides
that liquidated damages clauses are valid if separately signed or
initialed, if the damages are reasonable under the circumstances

EXHIBIT A 7,
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existing at the time the coniract was made[fnd are limited to all :
or part of the payment actually magﬂ.

n essence, the proposal provides that a provision for liquidated
ﬁamages is’validpunsess the party seeking to invalidate It establishes
that the provision was unreasonable under the circumstances existing
at the time the contract was mdde, except that where damages are
sought from a party to a contract for the retail purchas?, or rental,
of personal property or services primarily for the party’s personal,
family or household purposes or from a party to a 1ea?e of real
property for use as a dwelling by the party, the provision shall be
vold (although the parties may agree that such amount 1s presumed
to be the amount of damage sustained by a breach).

With one dissent the committee recommends your Board approve and support
this LRC proposal but that the attention of the Commission be directed
to the recent case of United Savings & Loan v. Reeder Development Corp.
(57 CA3d 282) which seems to hold that in determining the validity of
liquidated damage clauses the court should use the "hindsight' test.
This 1is in conflict with the LRC proposal and although the committee
agrees that this does not preclude a contrary legislative enactment,

it feels that the Commissicn should consider specifically resolving

the conflict, eilther through an amendment or by way of an officilal
comment .

EXHIBIT A



SENATE COMMITTEE ON JUDICIARY W75-76 REGULAR SESSION

AB 3169% (McaAlister)
As amended June 2
Various Codes

LIQUIDATED DAMAGES

HISTORY
Source: California Law Revision Commission

Prior Legislation: SB 1532 (1975} -~ held in this
committee

Support: Calif. Ass'n. of Realtors

Opposition: No Known

DIGEST

Limits a provision of existing law, under which a
contractual "ligquidated damages®” provision is void
unless the parties to the contract agree upon an
amount which is presumed to be the amount of damages
sustained by a breach therecf when it would be
impracticable or extremely difficult to fix the
actual damage, to situations in which the iigquidated
damages are sought to be recovered from either of
the following:

(1) A party to a contract for the purchase or
rental of consumer goods or services,

(2) A party to a lease of residential real
property. {3ec. 1670 & subds. (c} & {d),
Sec. 1671, Civ. C.}

provides that all other contractual liquidated
damages provisions for the breach of a contract,
except those tc which another statute expressly
applies, are valid unless the party seeking to
invalidate the provision establishes that the pro-
vigion was unreasonable under the circumstances
existing at the time the contract was made {subd.

{More}
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AB 3169 {McAlister}
Page Two

{b}, Sec.

1671, Civ. C.}.

Prescribes the following rules, among others, to
govern the enforceability of liquidated damage
provisions in real property purchase contracts:

(1}

(2}

Where the provision appears in a contract

for the purchase of residential property

and provides that all or part of a payment
made by the buyer shall constitute liquidated
damages if the buyer fails to complete the
purchase, it is valid if it meets the fol-
lowing reguirements:

{a}

(b)

()

The amount must be actually paid in
the form of cash or check.

The amount paid must not exceed 3%

of the purchase price or, if it does,
the seller must establish that the
excess is reasonable.

It must be separately signed or
initialed by each party and meet
specified requirements relating to
typeface (Sec. 1677, Civ. C.).

fach payment made after the first
payment must have a separately signed
liquidated damages provision, and

the aggregate of liguidated damages
may not exceed 3% of the purchase
price, unless the seller establishes
that the excess 1s reasonable (Sec.
1678, Civ. C.). {sabd. (b}, 5Sec.
1675, Civ. (.}

A seller's liquidatnd damages provision in

a contract for the purchase and sale of non-
residential real property is valid unless
one of the following facts exists:

{More)
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AB 3169 {(McAlister)
rage Three

fre Bi-]

(a) The provision is not separately
signed.

O W

(b} It does not comply with require-
ments relating to boldness of
typeface.

(c) The party seeking to invalidate the
provision establishes that it was
unreasonable under the circumstances
existing at the time the contract
was made. (Sec. 1675, Civ. C.)

provides that the bill does not affect or apply to
either of the following:

(1) Actions for specific pérformance

(2) Real property sales contracts which do not
require conveyance of title within one year
from the date of formation of the contract.
{Secs. 1680 & 1681, Civ. C.)

provides that, with respect to the following contracts,
an amount fixed as liquidated damages is valid unless
manifestly unreasonable under the circumstances
existlng at the time the contract was made:

(1} State public works contracts (Sec. 14376,
Gov. C.}.

(2} Public projects contracts of cities, counties,
and districts (Sec. 53069,85, Gov. C.).

(3) Contracts for municipal improvements under
the Improvement Act of 1911 ({Sec. 5254.5,
So & H.C‘}l

prescribes the following rules, among others, to
" govern ligquidated damages provisions in contracts
for construction projects for the University of
California:

{More)



AB 3169 (McAlister)
Page Four

(1) The Regents may include or cause to be
included in such contracts, a provision
establishing the time within which the whole
or any specified portion of the work must
be completed.

(2) The provision may provide for liguidated
damages for each day completion is delayed
beyond the specified time.

(3) The provision is valid unless manifestly
unreasonable under the circumstances
existing at the time the contract was made.

(4) The contract may provide for the payment
of a bonus for early completion. (Sec. 231990,
-Ed. C.)

Makes technical, clarifying, and conforming changes
(Secs. 1669, 1670, 1676, 1951.15, & 3358, Civ. C.).

Operative July 1, 1977.

PURPOSE

Replace the existing rule under which contractual
liguidated damages provisions are presumed invalid,
with a rule under which, in commercial transactions,
suach provisions are presumed valid.

COMMENT

1. Under present law, all contractual liquidated
damages provisions not otherwise governed ex-
pressly by statute are governed by Sections
1670 and 1671 of the Civil Code, under which
such provisions are void, except that the parties
to a contract may agree therein upon an amount

(More)
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AB 3169 (McAlister)
Page Five

oo

which 1s presumed to be the amount of damages
sustained by a breach thereof, when, from the
nature of the case, it would be impracticable
or extremely difficult to fix the actual
damage.

In addition, the courts have developed a second
requirement that the provision must reflect a
"reasonable endeavor” to estimate actual damages.
(California Law Revision Commission, Recommenda-
tion relating to Liquidated Damages, November
1975, p. 2143).

This bill would limit the existing rule to
consumer contracts and residential tenancies,
and would divide all other contracts into five
categories, for purposes of the enforceability
of liquidated damages provisions. These
categories, and the rules applicable to each,
would be as follows:

{(a} Contracts as to which another statute ex-
pressly prescribes the rules or standard for
determining the validity of a liquidated
damages provisicn. Included within this
category would be, for example, defaults
on real property purchase contracts (Secs.
1675 to 1681, inclusive, Civ. C.)}; sales
of goods {Sec. 2718, Com C.}: and late
payments on certain real estate loans
(Sec. 10242.5, B. & P.C.), retail install-
ment contracts (Sec. 1803.6, Civ. C.)},
second-mortgage loans (Sec. 2954.4, Civ.
C.}, and automobile conditional sales
contracts (Sec. 2982, Civ., C.).

An important feature of this £ill is that
the categories listed below comprise only
transactions not otherwise expressly
governed by statute,.

(More)
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AB 316% {(McAlilster)

Page 5ix

(b)

(c)

A

B

Contracts for the purhcase and sale of 3
residential real property. 1
6

A seller’'s liquidated damages provision is 9

invalid unless it meets both of the fol-
lowing requirements:

(1) Where the contract provides that pay-
ments made by the buyer constitute
licuidated damages, the amount must
be actually paid in the form of cash
or check.

{2} The provision must be separately signed
or initialed by each party, and meet
specified requirements relating to
typeface.

If these requirements are met, then the
applicable rule depends on whether the

amount of liguidated damages exceeds 3%
of the purchase price.

(1} If it does not exceed 3%, it is valid
unless the buyer establishes that the
amount was unreasonable under the cir-
cumstances existing at the time the
contract was made.

(2) If it exceeds 3%, it is invalid unless
the seller establishes that the excess
was reasonable.

A buyer's liquidated damages provision is
governed by the rule stated in (e), below.

Contracts for the purchase and sale of non-
residential real property.

A seller's liquidated damages provision is
invalid unless it meets both of the following

{More)



AB 3169 (McAlister)
Page Seven

requirements:

{1) Where the contract provides that
payments made by the buyer constitute
liguidated damages, the amount must
be actually paid ir the form of cash
or check.

{2) The provision must be separately
signed or initialed by each party,
and meet specified requirements re-
lating to typeface.

If these reguirements are met, then the
provision is valid unless the party seeking
to invalidate it establishes that it was
unreasonable under the circumstances
existing at the time the contract was made.

A buyer's liquidated damages provision is
governed by the rule stated in (e), below.

{(d) Contracts for public construction projects
entered into by local governments, the
state, or the University of California.
The provision is valid unless manifestly
unreasonable under the circumstances

existing at the time the contract was
made.

{e) All other transactions. A liquidated damages
provision is valid unless it is shown that
the provision was unreasonable under the
circumstances existing at the time the
contract was made.

2. Stated another way, the bill would prescribe 4
different rules relating to the enforceability
of contractual liquidated damages provisions not
otherwige expressly governed by statute. Each
would apply in a specified class of cases:

(More)
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AB 3169 (McAlister)
Page Eight

{a} Presumed invalidity, rebuttable by a
showing that it would be impracticableor
extremely difficult to fix actual damages
{consumer transactions).

(b} Presumed invalidity, rebuttable by a
showing of reasonableness (seller's
ligquidated damages provisions in residen-
tial realty purchase contracts in which the
liquidated damages exceed 3% of the purchase
price}.

(¢) Presumed validity, rebuttable by a showing
of unreasonableness {commercial transctions;
seller's liquidated damages provisions in
non-residential realty purchase contracts
and residential realty purchase contracts
in which the liguidated damages are less
than 3% of the purchase price; buyer's
liquidated damages provisions in realty
purchase contracts].

(d) Presumed validity, rebuttable by a showing
of manifest unreassonableness (government
public works construction contracts).

Thus, the thrust of the bill is, with respect
to commercial transactions, to replace the
existing presumption of invalidity with a
presumption of validity.

3. The Law Revision Commission's recommendation
relation to liguidated damages contains the fol-
lowing statement:

The Commission belicves that the use of
ligquidated damages provisions is bene-
ficial and should be encouraged where the
contracting parties have relatively equal
bargaining power. In such cases, the
provisions serve many useful and socially

(More)
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AB 3169 (McAlister)
Page Nine

desirable purposes, particularly
including avoidance of the cost,

the uncertainty, and the delay of
litigating the issue of damages.
However, the limitations of existing
law should be retained and additional
protection provided in cases where the
parties have substantially unequal
bargaining power. Typical of such
caseg are transactions involving

the sale or leasing of personal
property or services to consumers or
the sale or leasing of residential
housing.

IS NOT THE SAME REASONING APPLICABLE TO CONTRACTS
BETWEEN LARGE CORPORATIONS AND SMALL BUSINESSES?

SB 1532 {(1974) was introduced at the Commission's
request to effectuate an earlier recommendation
of the Commission on the sybject of liquidated
damages. However, the bill was never set for
hearing because the Commission withdrew its
recommendation after it concluded that the sub-
ject needed further study. This bill is the
result of the Commission's further study.

The bill prescribes rules to govern liguidated
damages provisions in contracts for construction
projects for the University of California.

These rules are drawn from statutes relating

to contracts for construction projects for

other public entities.
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ASSEMBLY BILL 3169
(as passed by the Legislature)

and

OFFICIAL COHNUENTS

(including Comments from Senate Committee report)

[ CONFORMING REVISIONS]

civil Code § 1669 (technical addition)
Civil Code § 1670 (repealed)

TITLE 4.5. LIQUIDATED DAMAGES

CHAPTER 1. GENERAL PROVISIONS

civil Code § 1671 (amended). General requirements for liquidated
damages :

Civil Code } 1676 {technical repeal)

CHAPTER 2. DEFAULT ON REAL PROPERTY PURCHASE CONTRACT

¢ivil Code § 1675 (added). Contract to purchase residential property

Civil Code § 1676 (added). Contract to purchase other real property

Civil Code § 1677 (added). Separate signing or imnitialing; additional
requirement for printed contracts

Civil Code § 1678 (added). Separate signing or initialing for sub-
sequent payments

Civil Code § 1679 (added). Chapter applies only to liquidated damages
for fallure to purchase property

civil Code § 1680 (added). Right to obtain specific performance

Civil Code § 1681 (added). Real property sales contracts excluded

[ CONFORMING REVISIONS]

Civil Code § 1951.5 {(technical amendment)

Civil Code § 3358 (technical amendment)

Education Code § 23190

Government Code § 14376 (amended). Contracts under State Contract Act
Government Code § 53069.85 (amended). Local public works contracts
Streets & Highways Code § 5254.5 (amended). Improvement Act of 1911

OPERATIVE DATE
APPLICATION TO EXISTING CONTRACTS



- Civil Code § 1669 (technical addition}

©1669. Every contract in restraint of the marriage of
any person, other than a minor, is void. . - . N

- - r) » l
[Law Revision Commission Comment] l

Comnment. Section 1669 continues without change former
Secton 1676.

Civil Code § 1670 (repealed)

1670. Every contract by which the
amount of damage to be paid, or other compensation to be made, for
a breach of an obligation, is determined in anticipation thereof, iz t0
that extent void, except as expressly provided in the next section.

[Law Revision Commission Comment]

Comment. Section 1670 is repealed but its substance is
continued in subdivision {d) of Section 1671.

) f
TITLE 45. LIQUIDATED DAMAGES
CHAPTER 1. GENERAL PROVISIONS |

|

Civil Code § 1671 {amended). General requirements
for liquidated damages

- :1671.:% (a)y<This. section does not apply in any case

where : another statute ~expressly applicable’ to- the
" contract prescribes the rules or standard for determining
- the validity of & provision int the contract Lquidating the

i
!

" damages for the breach of the contract. =« %7 v
‘¢ (b} Except as provided in subdivision (¢), a provision .
“in:a’contract liquidating the damages for the breach of
- the contract is valid unless the party seeking to invalidate .
“'the “provision: establishes"  that the provision was.
i unreasonable-under the:circumstances existing at the
 §me the ¢ontract was made, -~ - - T
¢ {¢) “The validity of a- liquidated damages provision
-shall be determined under subdivision (d) and not under
subdivision (b} where the liquidated damages are sought
_to be recovered from either: | : e
{1} A party to a contract for the retail purchase, or
rental; by such party of personal property or services,
.primarily for the party’s personal, family, or household
purposes; or S L e
(2} A party to a lease of real property for use as a
dwelling by the party or those dependent upon the party '
for support: - IR S S



(d) In the cases described -in subdivision (c), "a
' provision in-a contract liquidating damages for the
breach of the contract is void except that the parties to
“such a contract may agree therein upon an amount which
' shall be presumed to be the amount of damage sustained
-by a breach thereof, when, from the nature-of the case,
it would be impracticable or extremely difficult to fix the,
actual damage. - T b TR T i

[Legislative Committee Comment--Senate] :

Comment. Section 1571 is amended to provide in subdivision (h) a
new general rule favoring the enforevment of liguidated dumages provi-
sions except arainst a consumer in a censuwer case. In a conswmer -
case, the prior law undsr favmer Sections 1670 and 1673, continued in
suhdivision {3}, still applies. o -

- Subdivizion (o). Subdivision (a} wmakes cloar that Scetion 1871 does
“nofl affect other statutes thut wovern liguidation of dumages for breach
of certain types of coutrasts. Eg., Civil Cede §§ 1675-1681 {default
~_on contract to purchase real property); Coin. Code'§ 27185 (sales trans-
- petions under the Corsmereial. Code). Fur lafe payment charge pro-
- visiens, see, €.4., Bus. & Prof. Code§ 102425 {certain - eal estate loans) ;.
Civil Code §§ 1803.6 (retail instalitnent sales), 28544 (lozn on single-
- faiily, owner-oceupicd dwelling), 2982 (azutomobile sales finance);
Edue. Code § 23190 (corstruetion contracts for University of Cali-
- fornia); Fin. Code §§ 14832 (eredit uniops), 18667(a){3) and 18734
{industrial loan companisz)y, 22480¢2){Z) (personal properiy brokers) ;-
© . Covt. Code §§ 14376 (state public worls contracts), H30GO.E5 (con-
traets with cities, counties, and districts), 54318 (services of local
agency enterprise); Sts. & Huwys Code § 32345 (liguidated damages
provision in contract tnder Improvement Act of 1931}, Thesa other
statutes—nat Section 167 1—govern the siteations to which they apply.
Of course, where there are exeeptions to the coverage of soine provision
poverning liguidated damages in certain types of contracts, Section
1671 does apply. Koo, Fino Code §§ 18643 and 18669.2 (exceptions to
~ Section 186473, 27033 (exception to Scetion 224307, Note that Seetion
1676, wlich provides a rule governing liquidated danzges for the
buyer's default en a contract for the sale of nomresidential real prop-
erty, incorporates subdivision {(b) of Section 1671,

It should be noted that Section 1671(a) does not apply where the
validity of the liguidated domages provision s governed by federal
law or a reculation adopted pursuant therete. Ior example, the Fed-

- eral Hoine Loan Bank Board has issued a regulation {Federal Register

S 573/76) which preseriles the maximum late payment clrarge that may

be made with respect to home loans made after July 31, 1976, by
federally chartered sovings and loan assoelations. -

Subdivision (b). Subdivision (b) provides that a veasonable Haui-
dated dantages provisiou is valid, but subdivision {d} rather than sub-
division (b) applies where ligquidated dumages are sought to be re-

" eovered from: the consmmer in a consuner case. See subdivision (e).

In the cases where subdivision (b) applies, the burden of proof on

- the issue of rensonablencss is on the party seeking to invalidate the
7 liguidated damages provision, The subdivision limits the eireumstances
that may be taken into account in the determination of reasoriableness
to those i existence “‘at the time the contract was made.”” The validity
of ihe liquidated damages provision depends upon its reasonableness
‘at the time the coniract was made und not as it appears in refrospect.

Z
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. Accordingly, the amount of damages actually suffered has no bearing
cn the whchty of the liguidated damave: p rovision, Contrast Umn

- Code & 2718.

" Unlike subdwhmn (d). subdivision (b) gives the parties consider-

~ able leeway In determining tne damages for breach. A/} the cireum-
stances existing at the time of the p:uklno of the conftract are con-

_ sidered, including the relatiouship that the damages provided in the

. eontract bear to the range of havin that reasonahly could be anticipated

. at the thne of the making of the contract. Other relevant eoansidera-
-+ fions in the determination of whether the amount of liguidated dum-
- ages s 50 high'or 20 low as to be unreasonakle inelude, but are not
timited to, such maiiers as the relative equality of the barzaining power
of the parties, whether the partics were represented by lavwvers at the

- time the eontroet was made, the anticipation of the parties that proof
of actual damages would be costly or inconventient, the difficaliy of
provnvlcausehon anr foresecability, and whether the Hgwidated dam-

_ages provision is hnelnded in a form contract.

- Suddivision (¢). Subdivision {e¢) makes the prior law under former
. Seetions 1670 and 1671, continued in subdivisicn (d), apchab!e\.neze
liguidated damagcs are sounht to be recovered from the consuner in a

. eoniraet for the ietail purechace, or rental, of personal property or serv-
-ices, primarily for personal, family, or household parpeses, o1 for the
- Jease of real property to be used as a dwelling by the party or persons
dependant on the party for supvort. Of course, where the party seeking -
‘to avoid the liquidated damages prow1qun11% the noncoaswmer par;v
subdivision (b} is applicable,

Subdrvision (d). Subdivision (d) crmi,nues without subs{'autwe
change the 1eqa1rcnm1ts of former Seetions 1670 and 1671, The re-
vision made in the former.language of these seetions is not intended
to almer the snbstanes of those sections 2s 1n*erpret0d hy the courts.
For « discussion of the former law continued in subdivision (d), see
“Bweet, Liguidated Dantages in California, G0 Cal. L. Rev. 84 (19732},
reprinfed in 1% Cal. L, Revision Comm'n Reports at 1220 (1973).-

Deposits.  Instead of promising to pay a fixed sum as liguidated
damages in case of a breach, a party to & eomtract mayv provide a de-
posit as security for the performance of his contractual obligations.
JE the pﬂrties provide that the deposit shall be linuidated damages for
© 8 breach of the contract, the guestion whether the dEpOaﬂ may hbe
retained in case of a breach is determined in oceordence with the
standard provided in subdivision {b) or subdivision (d), whichever
applies. Contrari Sections 1675-1681 {*‘earnest money” depaosits). Un
the other land, if the parties do not intend that the deposit shall
constitute liguidated damares in the event of a ‘breach, the deposit
is merely a fund to sccure the pavment of actnil damages iF any are
~determined. Sea Civil Code § 185005 (payment .or deposit to seenre
performance of rental agreerent). Cowmpare Civil Code § 19515 (-
Cquidation of damages “hLNQ:]/rd in real prop crtx lPTﬁP‘

Civil Code § 1676 (technical repeal)

1676. Every contract in
restraint of the marriage of any person, other than a minor, is void
[Law Revision Commission Comment ]

Comment. Section 1676 is continued without change in
Section 1669,
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CHAPTER 2. DEFAULT ON REAL PROPERTY
PURCHASE CONTRACT

Civil Code § 1675 (added). Contract to purchase

~ residential property
. 1675. . (a) As used in this- section, “residential
property” means real property primarily consisting of a
dwelling that meets both of the following requirements:

(1). The: dwelling-_ contams not ~more: than four :
res1dennal units.. oo e '

. {2y At the time the contracl: to purchase and se]l the-
prcperty is ‘made, the buver intends.to occupy the
dwellmg or one of its units as his residence.

(b).. Where the parties to-a contract to purcha se and.
sell residential property provide in the contract that all
‘or any-part of a payment made by the buyer shall
‘constitute: liquidated damages to the seller if the buyer
fails to- complete the purchase of the property, such
arnount is valid as liquidated damages to the extent that
it is actually paid in the form of cash or check (including
a postdated check) and satisfies the reqmrements of
Sections 1677 and 1678 and this section. .

(c) To the extent that the amount paid daes not
exceed 3 percent of the purchase price, such amount is
valid as liquidated damages unless the buyer-establishes

‘that such amount was unreasonable. as liquidated
damages under the circumstances existing at the time the-
contract was made. To the extent that the amount paid
exceeds 3 percent of the purchase price, such excess
amount is valid as liquidated damages only if the seller
establishes that such excess amount was reasonable as
liquidated damages under the mrcumstances existing at
the time the contract was made. . .- - Ve,

[Legislative Commi.ttee Comment-—-Senatej ;

Comment.  Seglion 1675 r*m. erns the \'ﬂldttv of a m ovision 11qu1d':.t-
“ing the demages for the bm er's default in a contract to purchase 'md
se]l residential property as defined in subdivision (a). The section is
" an exccption to the general provisions of Section 1671, The lignidated
* damages provision is valid only it it s E;enflmtel'.' sirned or initialed
- by the parties as required by Scetions 1677 and 1678 and, if the ron-
tract is printed, the p*mbmn satisfies the type size requirements 6t

Section 1677, The section dees not apply to real proper{y sales ¢on- -
" traets as defined in Section 2935 (sze Seetion 1631). :
Subdivision (b} 1uakes clear that a provision liquidating the d'l'l[l-

ages if the buyer defandts is valid enly to the extent hat the buyer .
" has aeiur ally paid in the formn of cash or a check {including a ])Jwt—
daled L})?Llc) the amount of the liguidaled damages, MHence, if the
l.qua(‘ﬂ.tul domeges provision speeities NHguidated  danmages for the -
buyer's default in an ammmt nnaiq than the awount actnully paid
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by the buyer, the pravision 1s valid only to the extent of the amount
actuylty paid; wne scller may not enforee the greater gmount under
Seetion 1671, Where the uonnt paid is greater than the amount spe-
eified as liguidated damnges, only the amount so speeified may be re-

. tained as liguidated dareawges for the buyer's defauit. Seetivn 1675

vecognizes that generally the buver of residential lousing, inclucing

the. buyer who doss not read the contraet or does not understand it

- gxpects that he will lose his “earncst money’” depasit if he dees not

complete the purchuse of the property. : . -

~ Subdivision (¢} is designed to protect the buyer of residentinl hovs-
ing frem forfeiting an unreasonakly lurre amonnt as liguidated dam-
zees for the failave to complate the pirehase of the property. The

. subdivision provides a three-pereent-of - pucechase-price standard. If the

amount paid is nol in excess of three percent, the bayer has the burden

of establishing that the Hauidated dinages provision was wureasnnable
“tynder the eireumstanees exisiing at the time the contract was made”’

in order to invalidate the Jiguidated damages provision. To the extent

{hat the amount paid exceers throe pereent of the purchase price, the

‘seller has the Lurden of establishing that such additional amount was
regsonable “under the clrewmstances existing at the time the contract
vas made.”’ As to the interpretation of tynder the cireumstances exist
ug at the time the contract was made,”’ see the diseussion in the Com-

- menl to Seetion 1671,

Qeetion 1675 rtoes vat apply to contract provisions eoneerning any-
thing other than liguidated darnagss for the buver’s failure to pur-
chase the property (see Section 1670 Nke seetinn dees not, For exam-

-ple, apply to a provision linuidating the damages if the seller fails to

perform. Nor does the section affect he seller's right to obtain speuific

_performance (see Seetion 1600).

Where 2 liquidated dameges provision is valid vader this section,
the limitations of Section 3307 {damages for breach of agreement to

" purchase real cstate) do not apply. .

' - |

Civil Code § 1676 (added).. Contract to purchase |
other real property §
1676. Except as provided in Section 1675, a provision

in a contract to purchase and sell teal property

.property as defined in subdivision (a) of Sectt
. to Section 1671, Henee, if the applicable requirements of Seetion 1677

liquidating the damages to the seller if the buyer fails to
purchase the property is_ valid .if it satisfies the
requirements of Section 1677 and the requirements of
subdivision (b) of Section 1671. : '

[Legislative Committee Comment—-Senate}

]

Commient. Seetion 1876 applies the standard of subdivision (b} of
Doction 1671 to a liguidated damages provision for the buyer’s default
in a contract 1o purchase and s2il real property other than residential

ion 1675. See Cominent

arc satisfied, the Honidated damages provision Is valid unless the buyer

" establishes that the pruvision was anrensonabie ander the circumstances

“a

existing at the time the contract was made. Sce the dizcussion in the

Uominentd to Section 1671 fov an interpretation of this standard.
The Jiquidated dumages provision is not valid unless it is separately
signed or initizled by the purties and, if the contract 1s printed, the
provision satisfies cortain type-size reguirements. See Section 10677.
. Bectinn 1076 dApes not apply io contract provisions coneerning any-
thing other than liguidated cemages for the huver s failure {o purchase
'-.--"'
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‘the property. Sce Section 1679, Scetion 1676 docs net, for exampls,
apply ta a provision liquidating damuages il the seller f2i1s to perform.
- Nov does the section affeci the seller’s right to cbiain specific per-
formance. See Svetion 1630, Section 1676 does not apply te rzal prop-
eriy sales vontracts as definod in Section 2083, See Scetion 1681
Vhere o ligiidated damages provision is velid vnder (his seetion,
~the lmitations of Seetion 2307 (damages for Lreach of agrecement lo
purchasa realestate) do nat apply. : ' - .

Civil Code § 1677 {added). Separate signing or
initialing; additional requirement for
printed contracts

. 1677. A provision in a contract to purchase and sell
real property liquidating the damages to the seller if the
buyer fails to purchase the property is invalid unless:

{a} The provision is separately signed or initialed by
each party to the contract; and

(b) If the provision is included in a printed contract,
it is set out either in at least 10-point bold type or in
contrasting red print in at least eight-point bold type.

. .. !
{Law Revision Commission Comment] i
]

Comment. Section 1677 establishes formal requirements for
execution of a provision liquidating the damages if the buyer
defaults in his agreement to purchase real property. The
provision is invalid unless separately signed or initialed by each
party to the contract. This requirement is adapted from the Real
Estate Purchase Contract and Receipt for Deposit, approved in
form only for use in “simple transactions” by the California Real
Estate Association and the State Bar of California. The
requirement is extended to all contracts. providing for . the
forfeiture of payments as liquidated damages to the seller if the
buyer fails to complete the purchase. This will make it more
likely that the parties will appreciate the consequences of this
important provision. See also Section 1678 (separate signing or
initialing for subsequent payments). The requirement of a
separate signing or initialing provided by this section does not
apply to anything other than liquidated damages for the buyer’s
failure to purchase the property.

Section 1677 also establishes minimum type size for a provision
in a printed contract to purchase and sell real property
liquidating the damages to the seller if the buyer fails to purchase
the property. The type size requirements are designed to
provide further assurance that the parties will be aware of the
consequences of the liquidated damages provision. The provision
for contrasting red print in at least eight-point bold type is taken
from Section 2984.1 of the Civil Code {contract provision
regarding insurance coverage in conditional sales contract). The
alternative provision, requiring at least 10-point bold type, is



comparable to that found in various other recently enacted
statutes. £.g., Civil Code §§ 1803.2 and 1803.7 {retail installment
contracts), 1916.5 (variable interest provision), 2984.3 (buyer's
acknowledgement of delivery of copy of conditional sale
contract).

Civil Code § 1678 (added). Separate signing or
initialing for subsequent payments o
1678. 'If more than one payment made by the buyer
is to constitute liquidated damages under Section 1673,
the amount of any payment after the first payment is
valid as liquidated damages only if (1} the total of all such
payments satisfies the requirernents of Section 1675 and
(2} a separate liquidated damages provision satisfying the
requirements of Section 1677 is separately signed or
initialed by each party to the contract for each such
subsequent payment.

[Legislative Committee Comment-—Senate]

-Conunent.  Section 1678 is inclnded to protect the buyer of residen
“tial property by requiring a separately signed or initialed sgreement -
whenever any pavmeant maede after the fivst payment is to be lignidated
damagzes if the buver fails to purchase yoal property, The seetion ree-
conizes thui ft's*quf:utl}' i daposit is made atb the time the agreement to
gell and to parclizse the property is made and a second pavmenf is
made at the time the eserow is u]kupd The pryment ruade at the {ime
tha eserow is opened {or at seroe other timed can be relained by the
seller ‘as liquidated damages only if there 35 a valid agreoment so
: providihg and there s a seputsie signing or initialing for the sub-
Tosogquent payment. The stondavd provided by Seetion 1673 is applied
tr.b the Letal of ali pavoients—the f‘l\h and any subseguent 1;.1\)11@111,3—
('[Cs:r'ndtcd s ligus umed dinnages by the con*xact .

Civil Code § 1679 (added). Chapter applies only to
liquidated damages for failure to purchase property

1679. This chapter applies only to a provision for
liquidated damages to the seller if the buyer fails to
purchase real property. The validity of any other
provision for liquidated damages in a contract to
purchase and seil real property is determined under
Section 1671.

{Law Revision Commission Comment ] "-
Comment. Section 1679 makes clear that this chapter does
not apply to contract provisions concerning anything other than
liquidated damages for the buver’s failure to purchase the
property. The chapter does not apply, for example, to a provision
liquidating the damages if the seller fails to perform. Such
damages are covered by Section 1671. Nor does the chapter affect

the seller’s right to obtain specific performance (see Section
1680}).



.

Civil Code § 1680 (added). Right to obtain specific
performance

1680. Nothing in this chapter affects any right a party
to a contract for the purchase and sale of real property
may have to obtain specific performance.

[Law Revision Commission Comment] !

Comment, Section 1680 makes clear that this chapter does
not affect the rule under existing California law that the right of
the seller to obtajin specific performance of a contract for the
purchase of real property is not affected by the inclusion in the
contract of a provision liquidating the damages to the seller if the
buyer defaults on his agreement to purchase the property. See
Section 3389, People v. Ocean Shore R.A., 50 Cal. App.2d 464, 203
P.2d 579 (1949), and other cases interpreting Section 3389.

Civil Code § 1681 {added). Real property sales
contracts excluded L

1681. This chapter does not apply to real property

sales contracts as defined in Section 2983,
[Law Revision Commission Comment ] !«

Comment. Section 1681 makes clear that this chapter does
not apply to real property sales contracts as defined in Section
2985 (commonly called installment land contracts). No change is
made in the law that governs the extent to which payrments made
pursuant to such contracts may be forfeited upon the buyer’s
default. : :

Civil Code § 1951.5 (technical amendment)

1951.5. Secton 1671, relating to liquidated damages,
applies to a lease of real property.
|

- . _.ILaw Revision Commission Comment]

Comment. Section 1931.5 is amended to reflect the repeal of
Section 1670. It should be noted that Section 1671 has been
amended to change the rules governing the validity of liquidated
damages provisions in certain cases. See Section 1671 and
Comment.

Civil Code § 3358 (technical amendment)

3358. Except as expressly provided by statute, no
person can recover a greater amount in damages for the
breach of an obligation than he could have gained by the
full performance thereof on both sides.

[Law Revision Commission Comment] ‘
Comment. Section 3338 is amended to replace the former
listing of specific provisions with a general reference to statutes
that constitute an exception to the rule stated. The former listing
of specific provisions was incomplete. See the Comment to

Section 1671.
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Education Code § 23120

e Artiele 7. . Construction Contracts
.* 23190:+:The Regents of the University of California
“ay.include or cause to be included in a contract for a
“construction project for the University of California a
- provision establishing the time withinr which the whole or
“any specified portion of the work contemplated shall be
“completed.. The provision may provide that for each day
“completion 15 delayed beyond the specified time, the -
contractor shall’ forfeit and pay to the Regents of the |
University of California a specified sum of money, to be
! deducted from-any payments due or to become due to
the contractor. The sum so specified is valid as liquida ted
damages. unless manifestly unreascriable under the
circumstances existing at the time the contract was made.
A contract for such a project may also provide for the
payment of extra compensation to the contractor, as a
bonus for completion prior fo the specified time. Such -
provisions, if used, shall be inchided in the specifications
and shall clearly set forth the basis for such payments.
‘ Nothing in this section restricts the . authority of the
Regents of the University of California to include any
other provisionr concerning liguidated damages In any
‘contract for a construction praject. o

. . X : |
[Legislative Committee Comment--Senate] |
Contment. Section 22100 is added to provide a standard for deter-
mining the validity of a liquidated damages provision for late eomple-
tion of a contract for a eonsiruction projeet for the University of
Cabifornia. Seetion 23190 is comparable to GQovernment Code Sections

_'_1,437‘6 eud 53050.85 and Streets and Highways Code Section 5251.5.

" Civil Code Section 1671 does nat apply to the liquidated damages pro-

yisions for late completion in contracts under Section 25150 See Civil

Code § 1671(a){general provisions not applieable where special statute
provides standard for determining validity of liguidated damages pro-
vision). The last sentence of Section 299190 mukes elear thut the section
does nof. restrict the autherity of the Regents of the University of
.'California to include auy other provisien concerning Houidated damages
in a construction conirast. Such other provisions are governed Dby
Civil Code Section 1671. ’ o :

‘Government Code § 14576 {amended). Contracts under State Con-

tract Act

©'7'14376. Every contract shall contain a provision in

‘regard to the time when the whole or any specified

- portion of the work contemplated shall be completed, -
- and shall provide that for each day completicn is delayed
beyond the specified time, the contractor shall forfeit and .
pay to the state a specified sum of money, to be deducted
from any payments due or to become due to the-
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- contractor. The sum so specified is valid as liquidated
damages unless manifestly unreasonable under the
' circumstances existing at the time the contract was made.
A contract for a road project may also-provide for the
payment of extra compensation to the contractor, as a
bonus for completion prior to the specified time, such
provision, if used, to be included in the specifications and
to clearly set forth the basis for such payment. ’

'
[Legislative Committee Comment--Senate]
" Coniment. Section 14370 is amended Lo provide a standard for de-
“termining the validitr of a liguidzled damages proviston for late

. completion of a conirast governed by this sevtion. Prior io this amend-

ment, the standard for deterrining the validity of such contrect pro-
visions was unelear: Civil Code Scetion 1671 dees not apnly te coniracts
under this section. Sce Civit Cede § 167%(a) (gencral provisions not

applicable where specinl stutuie provides standard for determining

validity of liquidzted da:nages provision ), ) _
Covernment Code § 53060.85 (amended). Local public vworks con-
tracts T IR : -
- 53069.85. The legislative - body of a. city, county or |
district may inelude 6r cause to be included in contracts -
- for public: projects. a provision establishingthe time
within which. the whole or any specified portion of the
‘work contemplated shall be completed. The legislative
‘body .may provide that for.each day completion -is
‘delayed beyond the specified. time, the contractor shall .-
forfeit and pay:to such agency involved a specified sum
of money, to be deducted from a2ny payments due or 1o
‘become due to-the.contracter. The sum so specified.is
valid *‘as- liquidated damages. unless ~manifestly
unreasonable under the circumstances existing at the -
time the contract was made. A contract for such a project
may also provide for the payment of exira compensation
to the contractor, as a bonus for completion prior to the
specified time. Such provisions, if used, shall be included
in the specifications upon which bids are received, which -
specifications shall clearly set forth the provisions.

[Lepislative Committee Comment--Senate]

© Comment. Section 53050.85 is amended to provida a standard for
-~ determining the validity of a liguidated dumages pravision for late
completion of o contrast poverned by this seetion. Prior to this amend-
ment, the standard for determining the validity of such contract pro-
visions was unclear. Civil Code Section 1671 doos not apply to contracts
under this section, See Civil Code § 1871(a) (general provislops not
applicable where speeial staiute provides standard for detcrmining
validity of ligquidated dannges provision). S

Streets & Highweys Code § 52540 (nmended). Improvement Act

of 1911 . S S
5254.5. At any time prior to publication and posting

notice inviting bids, the legislative body by resolution,
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"may determine that in the event that the contractor,
contracting owners included, does not complete the work
within the time limit specified in the contract or within
such further time as the legislative body shall have
authorized, the contractor or contracting owners, as the
case may be, shall pay to the city liquidated damages in
the amount fixed by the legislaive body in said
resolution. The amount so fixed is valid as liquidated
damages unless manifestly unreasonable under the
circumstances existing at the Hme the contract was made:
1f such determination is made, the plans or specifications
and the contract shall contain prowsmns in accordance-

_therewith.

Any moneys recewed by the city on account of such
liquidated damages shall be applied as follows: '

(1) If received prior to confirmalion of the assessment,
such moneys shall be applied asa contrlbuhon ag,amst the
assessiient.

(2) I received after the confirmation of the
assessment, such moneys shall be applied in the manner
provided in Section 5132.1 for the dhpOSlt}.on of excels
acquisition funds.

(3) If a contribution has theretofore bebn made or
ordered by any agency, the Iegm;atwe body may order. a
refund’ to the contributing agency in the proportion
which said contribution bears to the total costs and

expenses of the work.
' {

;
[Legislative Committee Comment——Senate]
Comment. Scetion 52555 is amended to provide a standard for
~Qetermining the velidity of a liguidated damages pr avision for latn
" completion “of a contract under thls seciion, Prior to tiis cmendmest,
“the standard fo:r determiving the validity of such contract provisios
" was wielear, Civit Cade Ssot'on 1671 dous not apply te contraets nnder
this section. Sze Civil Cede § 1471a J{""nm b provisions not applicable
"~ where ‘:;1(‘{‘13] statute provides standard for due;mmm : vahdity of
lxqmuatpu dnmuages prov mon} :

Operative Date

This act shall become operative on July 1, 1977.

Comment. The deferred operative date will allow time for
development and printing of form contracts for the purchase and
sale of real property. The act establishes reqmrements for the
form of such contracts.

Application to existing contracts

This act applies only to contracts made on or
after July 1, 1977. '
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